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#3. PUBLIC HOUSING 
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Issue Paper 
Department of Housing and Urban Development 

1978 Budget 
Issue #3: Public Housing 

SUBISSUE A: Operating Subsidies 

Background 

In FY 1977, approximately 1,182,000 low-income families will reside in public housing 
owned by local housing authorities (LHAs). In addition to paying for all construction/ 
acquisition costs for these projects, HUD also provides operating subsidies for about 
80 percent of the units. The number of units receiving an operating subsidy and the 
total cost of that subsidy have increased steadily since 1969 •· The number of units 
subsidized has increased 80 percent from 1969 to 1976. The ·total subsidy costs have 
increased from $12.6 million in 1969 to $535 million in 1976. 

HUD currently estimates operating subsidy requirements using the Performance 
Funding System (PFS) to develop operating costs for "well-run" LHA public housing projects 
and a separate revenue forecast which inflates actual receipts in a base year with a 3 
percent factor. In the FY 1977 Budget, the Administration proposed a new revenue standard 
which assumed larger rental payments by public housing tenants. Congress did not approve 
the change, and HUD does not propose resubmitting the request. HUD has proposed changes 
in the current PFS formula, however, and these are reflected in its budget submission. 

Subissue A-1 - Revenue Standard 

Should rental income estimates under the PFS be increased to equalize the rent 
burden between low-income tenants in public housing and in publicly assisted private 
housing (section 8)? 

Alternatives 

#1. Continue the lower rent standard for public housing tenants ~UDrequest). 
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#2. Establish a public housing rent standard equal to 25 percent of adjusted 
income, as defined under public housing (OMB recommendation). 

13. Establish a public housing rent standard equal to 25 percent of adjusted 
income, as defined under section 8. 

Analysis 

Budget Authoritx/Outlaxs 1976 1977 1978 1979 1980 1981 1982 
($ in millions) BA 0 BA 0 BA 0 BA 0 BA 0 BA 0 BA 

(Alt. #1 Current pol1.cy 
HUD request) 535 508 611 542 719 618 848 765 990 901 1116 1036 1230 

Change from current 
policy: 
Alt. #2 (OMB recom.) -116 -116 -120 .-120 -123 -123 -127 -127 -132 

Alt. 13 -176 -176 -182 -182 -186 -186 -192 -192 -199 

Under current law, LHAs ars permitted to establish their own rental levels within 
the general restriction that rent cannot exceed 25 percent of adjusted income. In 
effect, the current PFS has no rental standard. HUD's budget estimates merely assume 
that LHA rental income will represent about 21 percent of t~nant adjusted income, or 
about 17 percent of gross tenant income. Since the amount of Federal operating subsidy 
provided depends on the difference between the PFS formula-determined operating cost 
standard and estimated rental receipts, the current system perversely encourages 
those LHAs with low-rent levels and penalizes those with high rent levels. 

The public housing standard differs from the section 8 standard in two ways. First, 
the rental standard for section 8 requires tenants to pay 25 percent of their adjusted 
income toward the unit rental, with the Government providing the difference between 
that amount and t~e unit's fa~r market rent. Second, fewe:r d~duc_tions f:r;-om gross 
income are permitted under section 8, compared with public housing definitions. 
Consequently, under section 8 definitions, adjusted income is about 12 percent greater 
than under public housing definitions. The adjustments to income are defined by law 
and the public housing adjustments are compared with the section 8 adjustments in the 
table below. 
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Adjustments to Gross Income 

Public Housing 

$300 Deduction per minor dependent. 

5 Percent of family gross income (10 
percent for elderly) . 

First $300 of spouse's income. 

Section 8 

$300 deduction per minor 
dependent. 

Since HUD surveys indicate that public housing tenants differ in few respects from 
low-income families served under the section 8 rental assistance program, no fundamental 
social objectives are served by providing a differential rent burden between these two 
low-income tenant groups. Rather, a serious inequity between these two comparable 
renter groups exists. 

The change in standards will impose a substantial one-time rent increase in 1978 
of 20 percent for Alternative #2 and 24 percent for Alternative #3. Actual rental 
increaseswillvar~depending upon the current rent burden for each family. 

Pros 

Would establish equity in rent burden between comparable low-income groups. 

Would reduce operating subsidy outlays. 

Would remove current PFS perverse incentives for rental efforts. 

Cons 

Impose substantial 1-year rent increase for those tenant families currently 
bearing the lowest rent burden. 

• Congress was unreceptive to similar proposal last year. 
is required only to change the definition of adjusted income. 
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HUD Request: Alternative #1. 

OMB Recommendation: Alternative #2. Although Alternative #3 will establish total 
consistency between public housing and section 8 tenants, Alternative #2 does not 
require new legislation and removes the most significant part of the current 
differential. 
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SUBISSUE A2 

Statement of Issue 

Should the inflation factor for tenant income (currently, 3 percent) be increased? 

Analysis 

Despite the similarities in the tenant groups served by section 8 and public housing, 
HUD forecasts a lower (3 percent) income growth for public housing tenants than for 
section 8 tenants (5 percent). The following table compares median incomes and the 
sources of income for these two tenant groups. 

Income Sources (in percent) 
Median Income Wages AFDC Other Welfare Other 

Public Housing 
Section 8 

4,617 
4,198* 

N/A 
22 

N/A 
26 

N/A 
27 

N/A 
25 

* Average. 

The growth in median adjusted family income for public housing tenants from 
September 1971 to March 1976 increased at an average annual rate of 12.5 percent 
for elderly and 2.8 percent for nonelderly tenants. ·since September 1974, however, 
nonelderly tenant adjusted income has increased 3.5 percent. Since elderly tenants 
occupy 43 percent of the units receiving operating subsidies, the weighted average 
annual increase in tenant income is 6.97 percent. 

The additional rental income derived from the increase in income growth assumption 
(to 5 percent) is shown in the table below: 

20 Percent rent 
standard •••••••• 

25 Percent rent 
standard •••.•••• 

Additional Rental Income 
( $ in millions) 

1978 1979 1980 

30 46 65 

34 53 75 
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1981 1982 

84 105 

97 120 
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Pros 

Establish consistent income growth assumptions for comparable tenant groups. 

Reduces operating subsidy requirements and thus provides additional outlay savings. 

Is consistent with past growth in the weighted average of public housing tenant 
income. 

Con 

3 Percent growth is consistent with past average growth in public housing tenant 
income :fo:c nonelderly tenants. 

Use of the higher estimate could provoke Congress to eliminate the PFS altogether, 
thereby removing whatever control this system imposes on operating subsidies. 

HUD Request: Continue to project tenant income growth at 3 percent per year. 

OMB Recommendation: Project tenant income growth at 5 percent. 
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SUBISSUE A3: Operating Cost Standards 

Statement of Issue 

Should the current PFS estimating procedures for developing public housing operating 
cost standards be modified? 

Alterantives 

11. Make no changes in current procedures (OMB reco~endation). 

12. Change the variables in the basic formula and increase the inflation adjust­
ment to 6 percent per year beyond 1977 (HUD request) • 

13. Make no change in the basic formula variables, but adj-qst the inflation factor. 

Analysis 

Bud~et Authoritl!Out1als 1976 1977 1978 1979 1980 1981 1982 
($ in millions) BA 0 BA 0 BA 0 BA 0 BA 0 BA 0 BA 0 - -
Current poll.cy 

Alt. U (OMB rec.) 535 508 576 527 683 583 812 729 953 865 1079 999 1192 1119 
Change from current 

P<?Hoy: +35 +15 +36 +35 +36 +36 +37 +36 +37 +37 +38 +37 
Alt. #2 (HUD req.) +18 +5 +19 +10 +19 +19 +20 +19 +20 +20 +21 +20 
Alt. #3 

HUD has developed a formula for determining operating cost standards for all LHA 
public housing projects, based on the average oprrating expenses of a separately 
determined set of "well-managed" projects in a base year. The specific variables 
included in the formula and their mathematical weights are determined solely by how 
well they predict the actual operating expenses of the "well-managed" projects for 
the specific base year. If, in subsequent years, the formula underestimates actual 
operating expenses for "well-managed" units, HUD changes the variables and/or their 
mathematical weights to improve their predictive accuracy. 
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HUD uses the formula to estimate an allowable cost increase for each project, 
assuming it were "well-managed." This increment is added to the operating cost 
allowed in the previous year and the revised total is then adjusted by an inflation 
factor to determine the next year's operating costs. The inflation factor used in 
HUD's 1978 budget submission assume 6 percent per year beyond 1977. Three points 
are relevant: 

The HUD-assumed inflation rate reflects mostly wage increases, since utility 
costs are currently excluded from the operating cost formula. 

I 

The HUD rate exceeds currently anticipated inflation rates of 5 percent per 
year beyond 1977. 

There is no provision for productivity improvement. 

The current 3 percent factor is consistent with currently anticipated inflation 
rates beyond 1977, allowing for a modest 2 percent per year productivity improvement. 

The HUD procedure of annually revising the structure of the cost formula raises 
serious questions about the utility of this PFS approach. 

• A meaningful and accurate cost standard should be relatively stable over time 
to evaluate the cost performance of LHA public housing projects. 

Estimating errors should raise questions about the actual cost performance of 
"well-managed" projects; instead, only the adequacy of the formula itself is 
questioned. 

If the formula is not a good predictor of a "well-managed" project's cost, its 
reliability for establishing a cost standard for other projects is moot. 

If the formula must be changed annually, its value for establishing budget 
year and outyear operating cost projections is highly suspect. 

• An asymmetry problem exists since there is no way of recapturing excess 
allocations if a "well-managed" project's costs fall short of expectations. 
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l Given this apparent degree of instability and given the lack of any incentives for 

i 
i . 

those projects defined to be "well-managed" to increase their efficiency, OMB staff 
believe HUD and OMB should undertake a joint evaluation of the operation of the PFS 
next year. 

Pros and Cons for Changing Formula Variables 

Pro 

Revised formula improves prediction .of "well-manag~d" project operating costs 
in new base year. 

Cons 

Reason for prediction error may be poor definition of "well-managed" projects 
or inadequate cost performance by some of those projects deemed "well-managed." 

Continual changes in formula limit utility of formula approach for either 
controlling cost growth or evaluating cost performance of LHAs. 

Pros and Cons for Adjusting Inflation Factor 

Pros 

Previous 3 percent adjustment was not realistic. 

Provides measure of actual operating expenses, assuming current procedures and 
management efficiency continue. , 

Cons 

HUD's proposed factor more than fully funds anticipated inflation. 

Budgeting for full inflation adjustment eliminates any fiscal constraint 
requiring greater efforts to increase productivity and efficiency. 
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HUD's procedure may double count inflation by first accounting for inflation in 
the incremental costs for well-managed units and then adding an additional inflation 
factor on top. 

HUD Request: Alternative #2. HUD has demonstrated the "statistical superiority" of 
the revised formula for the new base year estimates. HUD staff acknowledge the lack 
of incentives for productivity improvement among those "well-managed" LHAs determining 
the current cost standards. However, HUD's primary concern is to make the operating 
costs of those other, "poorly managed," LHAs conform more closely to actual operating 
costs of "well-managed" projects. 

OMB Recommendation: Alternative #1. A formula-determined cost standard that changes 
annually because the formula changes has little value as a cost standard. More 
evaluation is needed to determine (a) the reasons for prediction errors from a given 
formula, and (b) a theoretically sound formula which is relatively stable over time. 
However, the current procedure should be corrected now to provide some motivation 
(e.g., fiscal necessity) for improving the efficiency of the "well-managed" group of 
LHAs and those other LHAs whose cost performance is now consistent with the "well­
managed" standard. About 50 percent of all LHA public housing projects are included 
in these last two categories. This alternative would deny HUD's request for a $35 
million 1977 supplemental. 
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SUBISSUE B: Public Housing Project Note Sales to the Federal Financing Bank 

Statement of Issue: 

Should HUD sell long-term public housing project bonds to the Federal Financing 
Bank (FFB)? 

Background 

Under the public housing program, local housing authorities (LHAs) are responsible 
for financing the development or acquisition of LHA-owned projects. They issue tax­
exempt notes during the construction stage, pledging their annual contributions 
contract with HUD (which provides for full amortization of the debt) as security. In 
the past, LHAs have replaced these notes with tax-exempt bonds when the projects were 
complete (or following acquisition). This financial arrangement is tantamount to a 
Federal guarantee of the tax-exempt LHA obligations. Without such pledges, the LHA 
obligations would be unsaleable. HUD also serves as marketing agent for the LHA 
obligations. 

Because of market conditions on the long-term tax-exempt market, and at the advice 
of Treasury, HUD has not converted any project notes to long-term project bonds since 
1974. The result is a continuous process of rolling over notes with a term of 1 year 
or less. 

As of September 30, 1976, an' estimated $5.3 billion of public housing notes were 
outstanding. This volume had been expected to decline in future years as permanent 
financing replaced the notes. However, congressional action in the Housing Authorization 
Act of 1976 (P.L. 94-375) mandated a resumption of public housing construction. The 
1977 Appropriations Act for HUD provided $155 million of annual contract authority 
($5.535 billion in budget authority) for new public housing. 
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Alternatives 

#1. Continue to roll-over short-term project notes on the tax-exempt map~et. 

#2. Sell long-term project bonds on the tax-exempt market. 

#3. Sell long-term project bonds to the FFB (HUD and Treasury request). 

a. Have Treasury seek the necessary interest differential appropriation. 
b. Have HUD seek the necessary interest differential appropriation. 

#4. Submit legislation limiting annual contributions to public housing projects 
financed with taxable LHA obligations (OMB recommendation). 
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Analysis 

Impact on Budget Authority-
Treasury Revenues/Outlays 1976 1977 1978 1979 1980 1981 1982 
($ in millions) TR BA/0 TR BA/0 TR ~ TR BA/0 TR BA/0 TR BA/0 BA/0 - TR 

Current policy: 
Alt. #1--Value of tax benefit!l-139 NA -178 NA -219 NA -245 NA -270 NA -270 NA -270 NA 

Change from current policy: 
Alt. #2--Value of tax benefit 

and increase in P.roject 
f' i 273/ 1nanc ng cost~- ••••••••••• -31 +36 -63 +107 -80 +165 -100 +205 -110 +240 -120 +265 

Alt. #3: . Impact on Federal revenuesil. NA. +? NA +? NA +? NA +? NA +? NA NA +? . Interest di~fe~'ntial 
appropriat1o~ ••••••••••••• NA NA +59 NA +118 NA +150. NA +185 NA +205 N~ +225 . Increase in Treasury 
borrowing costs ••••••••••••• NA NA +72 NA +72 NA +39 NA +42 NA +24 BA +24 . Capitg} purchase of project 
bond- ...................... NA NA (+2630) NA (+2630) NA +1470 NA +1570 NA +910 NA +900 

Alt. #4--Impact on Federal 
revenues and increase in 
p~~je.e~ financing costs.hr •• ~-..... --- +? +69 +? +207 +? +315 +? +395 H +460 +? +505 

!/ Value of tax benefit based on an estimated 5.5 percent yield for Treasury bills of comparable maturity to 
project notes and a 48 percent marginal tax rate for project_note holders. 

2/ Value of tax benefit based on estimated 8.0 percent yield for Treasury bonds of comparable maturity to 
project bonds and a 48 percent marginal tax rate for ~nd qolders. 

11 Increase in financing costs is based on an estimated 275 basis points spread between short-term and 
long-term tax-exempt guaranteed obligations. 

!I Treasury revenues would increase, but the amount of the increase and whether. it would cover the 
interest differential and increased borrowing costs are indeterminate. 

~ Interest differential appropriation is based on estimated 225 basis points spread between high quality 
tax-exempt bonds and Treasury bonds. 

§( The FFB is shown on-budget starting in 1979 consistent with Director's Review decisions on the 1979 
legislative package for Treasury. 

11 Increase in financing costs is based on an estimated 525 basis points spread between guaranteed, short-term 
tax-exempt notes and guaranteed, long-term taxable bonds and represents the additional annual contributions,-·__. 
necessary to support the same number of units that can be supported with the available contract authority /,.; 

t -
under current policy. 
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Alternative #1.--Continue to roll-over project notes. Given appropriation action 
to date, the maximum potential sale of public housing bonds--either on the private 
market or to the FFB--is $10.1 billion. HUD estimates that the current volume of 
outstanding short-term notes ($5.3 billion) will grow to $8.3 billion by the end of 
1978 if no long-term financing is found. The table above assumes the $10.1 billion 
maximum potential volume outstanding will be reached in 1980. HUD does not feel it 
can efficiently continue to roll-over such a large volume of short-term notes. 

Pros 

At current market conditions, the roll-over of public housing notes provides 
a lower financing cost and, hence, a smaller foregone revenue than longer term financing. 

Current policy avoids possible disruption of long-term tax-exempt market 
from issuance <!>f project bonds. 

Cons 

Current policy would increasingly tax HUD administratively. 

Short-term notes do not match the economic life of ·the public housing being 
financed. 

The volatility of short-term rates exposes HUD and the LHAs to periodic 
interest rate risk • 

. Current policy includes an indirect tax subsidy. 

Alternative #2.--Replace project notes with project bonds. The alternative of 
selling 40-year bonds is opposed vigorously by Treasury. Because the bonds would be 
effectively guaranteed by HUD, Treasury staff feel they would be superior to other 
tax-exempt bonds and would force unguaranteed borrowers to pay prohibitively higher 
interest or to leave the market. Implicitly, Treasury's position assumes that the 
demand for long-term, tax-exempt investments is relatively inelastic. Significantly, 
the majority of long-term tax-exempt borrowing is for housing purposes (e.g., State 

/ 
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Housing Finance Agencies). The higher costs and/or reduced supply of credit could 
reduce the ability of these borrowers to complement Federal housing subsidy programs 
and might lead to a larger demand for direct Federal assistance. Additionally, 
Treasury fears the impact of adding the $8-10 billion of bonds to a market only 
$25-30 billion in breadth. While not totally disagreeing with Treasury analysis, HUD 
and OMB staff do not think project bonds would be as disruptive as Treasury staff do, 
especially if the issuance of bonds is staggered. 

Pros 

The sale of long-term bonds would: 

Relieve HUD administratively. 
Tie the financing more closely to the useful economic life of public 
housing projects. 
Eliminate the exposure to more volatile short-term rates. 

I 

To the extent contract authority remained unchanqed, the hiqher financina cost 
would reduce the number of public housing units that could be assisted with current 
appropriations. · 

Cons 

If not carefully controlled, the issuance of public housing bonds might make 
credit more costly and/or less available for State and local programs which complement 
HOD's mission. 

At current market rates, the indirect tax benefit subsidizing public housing 
construction would increase. 

This alternative would continue the use. of an indirect tax subsidy. 

The increased financing cost would create incentives to appropriate new contract 
authority to maintain the level of public housing activity originally envisioned for 1977. 

Alternative #3--Sell project bonds to the FFB. HUD and Treasury propose to 
permanently finance public housing through the sale of project bonds to the FFB. The 
table above assumes that the FFB would provide permanent financing for the current 
$5.3 billion volume of outstanding notes in 1977 and 1978. Because of an estimated 2-year 
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lag between HUD approval to begin development and acquisition and the point of 
permanent financing, the FFB would not begin to purchase bonds resulting from the 1977 
appropriation until 1979. The table above estimates the FFB would purchase the 
maximum potential amount of bonds, $10.1 billion. The purchase would not be complete 
until 1982 under these assumptions. The HOD/Treasury proposal does not address the 

· . question of how much of the potential volume of bonds should be sold to the FFB, 

If the bonds were sold to FFB, the differential between the interest realized 
by the FFB and that paid on Treasury borrowing financing the purchases would have to 
be covered with a current appropriation. The FFB wo~ld be protected from the loss 
of principal by the annual contribution contract between HUD and the LHAs, much as 
private holders of project notes and bonds are currently protected. The HOD/Treasury 
pro~osal does not consider which agency should seek the interest differential 
app~opDiation. The omission was deliberate because the agencies could not reach 
agreement, Although there would be no difference in budget or fiscal policy impact, 
the choice o~ agency to ~inance this differential would have political impact. 

Selling project 
housing explicit. 
status of LHA debt 
appropriation. 

bonds to the FFB would make all the Federal subsidies for public 
The indirect interest subsidy currently flowing from the tax-exempt 
would become explicit in the form of.the interest differential 

~ 

Also, as a budget principle, Treasury and OMB/BRD have opposed Federal guarantees of 
tax-exempt debt. Selling project bonds to the FFB would eliminate a substantial 
portion of federally guaranteed, tax-exempt debt and conv,~rt it to direct Federal loans. 
The FFB purchases of project bonds would constitute an off-budget, Federal outlay. 
However, the 1979 leg.islative program approved at the Director•s Review for Treasury 
included a proposal to place the FFB on-budge~ in 1979. Accordingly, the table above 
shows the FFB purchases on budget starting in 1979. Of course, as the bonds held by 
the FFB are retired, the FFB would register offsetting receipts. Purchases of project 
bonds by the FFB would be the budgetary equivalent of compressing into a 4 or 5 year : 
period the outlays that would otherwise occur over 40 years as HUD liquidated annual 
contributions contracts. 

_j _,...,......~ r~ ; 1.'1 ........... •. 
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Replacing tax-exempt credit with taxable credit would increase Treasury revenues; 
however, there is a quest~on of whether the revenues would increase enough to offset 
the interest differential subsidy. Treasury staff maintain that the replacement 
of tax-exempt credit with taxable credit will always result in a net reduction of the· 
Federal deficit. OMB and HUD staff maintain that the net impact on the deficit depends 
on investor response to the reduction in the supply of tax-exempt credit and the increase 
in taxable credit (the additional Treasury borrowing to finance FFB purchases). Only 
if enough investors leave the tax-exempt market and reduce demand enough to stabilize 
yields at the same level as that prior to sales and only if the average marginal tax 
bracket of the investors shifting to the taxable market,corresponds to the average of 
all investors prior to the sales would the increased Treasury revenues just offset the 
interest differential appropriation. There would be variations from year to year. In 
some years, the additional Treasury revenues would be greater than the interest 
differential appropriation and the Federal deficit would be less than it would otherwise 
be; in other years, the revenues would be less and the defici't· larger. 

Pros 

7 Sales of project bon~s to the FFB would advance the following budget principles: 

The Federal Government should not guarantee tax-exempt debt. 

· .. Subsidies shoulq be explicit and direct rather than implict and indirect. 

HUD would be relieved from continuously turning over a high volume of short-term 
notes. 

LHAs would get permanent financing without resorting to the long-term tax-
exempt credit market. This would: . 

Cons 

Provide financing consistent with the economic life of public housing. 
Avoid disrupting the State housing programs which complement HUD programs. 

On budget FFB outlays starting in 1979 would make the goal of a balanced budget 
in 1979 more difficult. /~:~~ o :; _. ··, 
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The interest differential appropriation would increase the budget base for the 
agency seeking the appropriation. Neither HUD nor Treasury is happy with this prospect. 
Constituents of the respective agencies would object to this increase that provides 
no new additional benefits to them. 

Commercial bankers might give organized opposition. In addition to the tax­
exempt income source they would lose, they would face a reduced supply of investments 
which many local jurisdictions require as a precondition for the deposit of local 
government funds. 

I 

Alternative 14 (OMB recommendation). Limit annual contributions to LHAs that 
employ only taxable obligations to {inqnce public housing. This alternative would 
require legislqtion, qnd would increase the interest cost ot tin~ncing e~ch public 
housing unit. The table above estimates the additional interest cost to finance the 
same number of units currently contemplated. Of course, contr.act authority and annual 
payments could be held level by financing fewer units. The ·estimate above also 
assumes the full potential requirement for permanent financing would be done with taxable 
guaranteed bonds. The increased contract authority required per unit is also, in effect, 
a conversion of the indirect tax subsidy to a direct annual grant. While the reduction 
of tax-exempt credit and the increase of taxable credit would increase Treasury revenues, 
it is not clear what the net impact on the deficit would be for the same reasons as 
outlined in the discussion of Alternative 13 above, 

Pros 

Limiting annual payments to projects with taxable financing only would provide 
financing more consistent with economic life of public housing and eliminate HOD's 
problems in continuously rolling over short-term debt. 

I • 
This form of financing would not have the budget outlays registered in a 

short span of time as-under Alternative 13, avoiding the adverse impact on 1979 budget goals. 

Taxable financing would make the subsidy resulting from tax-exempt status 
explicit and direct in the form of higher annual payments per project. 
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LHAs would be using the broad, taxable credit markets and would avoid the 
potential problems of using the long-term tax-exempt market. 

If contract authority were not increased, a political windfall would be 
realized in the smaller number of units which would be built with the 1977 contract 
authority which was enacted over Administration opposition. 

Cons 

The required legislation would be difficult to obtain. The public housing 
constituency would object to the higher costs per unit. 

If the necessary legislative changes occurred, Congress might appropriate 
additional contract authority to maintain program levels. 

HUD Request: Alternative #3. HUD and Treasury feel that it is financially and 
administratively undesirable to continue to roll-over short-term notes. They propose 
to resturucture LHA debt by selling bonds to the FFB. · 

OMB Recommendation: Alternative #4. Submitting legislation limiting annual payments 
to LHAs using only taxable financing would advance the budget principles that the 
Federal Government should n9t guarantee tax-exempt debt and that explicit, direct 
subsidies are preferable to indirect tax subsidies. It would also avoid an adverse impact 
on 1979 budget goals. Further, the increased financing costs per project should be 
absorbed within existing contract authority by reducing the number and/or size of projects. 
This would avoid the extra outlays shown for Alternative #4 on the table above. 
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Issue Paper 
Department of Housing and Urban Development 

1978 Budqet 
Issue #4: Federal Housing Administration 

SUBISSUE A: Future Role of FHA 

Background 
.--· ,···-- --r--

Following the Spring Review of FHA's role in the mortgage market, HUD and OMB staff 
were able to reduce the number of major issues to one or two. HUD had almost finalized 
its study when the President announced three initiatives.to accelerate homeownership: 

Lower FHA downpayments (legislation required) • 

Increase FHA mortgage limits (legislation required). 

Accelerate the experimental homeownership insurance program. 

Although these initiatives have not necessitated any substantive changes in the recom­
mendations, the Secretary has asked to have the study rewritten. _ It should be trans­
mitted officially to OMB later this month. 

The recommendations are discussed below. The budget impact of all the FHA study 
recommendations are presented at the end of this paper. Although the Secretary has 
apparently endorsed the major recommendations of the study, the impact of these 
recommendations has not been reflected in her 1978 budget request. 

1. Should FHA continue to provide default insurance on single-family mortgages? 

comment: Basic agreement reached; FHA should ~rovide single-family inourancc 
in a manner that is complementary to the private market, taking whatever actions are 
necessary to make FHA less competitive with private mortgage insurers (PMI's). 

2. Should FHA continue to provide default insurance on multifamily mortgages? 

Comment: Basic agreement reached: FHA should continue to provide multifamily 
insurance, but changes should be made to encourage PMI multifamily insurance as 
discussed below. 
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3. Should mortgage insurance premiums 
and if so, how? 

Comment: basic agreement reached: Actuarially sound premiums should be charged under 
each individual program, to the extent current law permits. Premiums should vary with the 

loan-to-value ratio. 

4. Should the Federal Government directly subsidize part of an actuarially sound 
premium for low- and moderate-income families in order to encourage homeownership? 

Comment: Basic agreement reached: No program of mortgage insurance for low-income 
families (other than section 235) should be provided, and the low- and moderate-income 
single-family program (section 22l(d) (2)) should be terminated. 

5. Shouldthe Federal Government directl subsidize art of an actuarial! sound 
premium in o der, decl1ning areas? 

Comment: HUD and OMB staff agree that the section 223{e) program for older, declining 

areas should be terminated. However, HUD will propose to directly subsidize actuarially 
sound premiums in neighborhood preservation areas. HUD is developing criteria for 
administering such a program, and a decision should be postponed until these criteria 
can be reviewed. 

6. Should statutory limitations be changed? 

Comment: Basic agreement reached: Current statut~ry limitations include FHA interest 
rate ceilings, per-unit mortgage limits, and downpayment requirements. The Administration 
has already proposed to let the private market, rather than HUD, set each mortgage's 
interest rate. Removing mortgage and downpayment requirements would give the Administration 
greater flexibility in meeting the objective of complementarity. 

7. What should be the Administration's policy on loan management and property 
disposition of FHA's housing inventorl? 

Comment: Currently, BUD's paper does not address loan management and property 
disposition. However, BUD staff have agreed to develop a study plan to comprehensively 
address these issues. Budget decisions are needed on several inventory issues that are 
addressed separately. 
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Budgetary Effects of FHA Study Recommendations 

Bud~et Authority/Outlays 
($ 1n millions) 

1976 
BA 0 

1977 
BA 0 

1978 
BA 0 

1979 
BA 0 

1980 
BA 0 

1981 
BA 0 

1982 
BA 0 

Current pol1cy -
status quo 1231 1191 1404 1315 1452 1362 1212 1212 1247 1247 1281 1281 1315 1315 

Change from current 
policy: 

HUD informal request 
and OMB recom. -20 -20 -37 -37 -62 -62 -79 -79 -82 -82 

These outlay estimates only cover the direct impact of (1) elimination of rebates, 
{2) increased premium income, and (3) reduced actuarially unsound insurance. No 
estimates are made for less-than-major recommendations. 

No disagreement exists on programmatic recommendations b~tween HUD and OMB staff. A 
number of disagreements have been previously surfaced, then studied by both staffs 
and resolved by an agreement or deferral of the issue, pend~ng better analysis or program 
definition. We e~pect that the issue of subsidizing actuarially sound premiums in 
neighborhood preservation areas will be raised by a HUD proposal before t~e 1978 budget 
is finalized. 

Next Steps 

OMB recommends passing back the draft FHA study recommendations to HUD as 
Pres1dent1al dec1sions. HUD should be directed to develop: • 

Legislative proposals and supporting explanations to implement the recommendations. 
These materials should be provided by January 1, 1977, so that they may be referenced 
in the State of the Union message. 

Estimates of the 1978-1982 budget and employment impact of each recommendation. 
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SUBISSUE B: Single-Family Property Disposition 

Statement of Issue 

What should be the property disposition strategy and sales levels for single-family 
. properties in 1977 and 1978? 

Background 

HUD acquires foreclosed single-family properties as mortgage insurance claims are 
paid. The high level of insurance activity, particularly in the risky programs, coupled 
with unsound underwriting practices, led to large increases in·property acquisitions 
between 1970 and 1975, as shown below. 

1972 1973 1974 1975 1976 TQ 

Acquisitions •••••••• 52 61 61 53 37 8 
Sales ••••••••••••••• 32 39 51 66 56 19 
Inventory EOY ••••••• 53 75 85 72 53 ""4 3. 

Almost one-half of the current inventory has been owned by HUD for over a year. 
Only one-third has been in HOD's inventory for less than 6 months. 

Almost 60 percent of the units are in five major cities; over 25 percent of the 
units are in 11 inner city core areas." 

i • 

HUD has two primary property disposition approaches: 

Repair, sell, and insure where the property is brought up to FHA's minimum 
property standards and then sold with FHA insurance. 

As-is sales without insurance where the highest cash offer is accepted for the 
unimproved property. 
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